
To: MGT. 205A Students  

From: Dan Mitchell  

Subject: Week 2 

 

Thank you for your team project proposals.  PowerPoints are 

now, or soon will be, uploaded to the course webpages.  I 

will respond separately to the submissions on the proposed 

term projects over the next few days. 

 

 

 

 

In week 1 we saw a video clip showing how the debate on 

free trade progressed in Britain.  The concept was “sold” 

both in Parliament and to the general public via the great 

exposition in the Crystal Palace.  History has many 

examples in which both political and public opinion are 

moved in an effort to change trade policies.  We also saw a 

video this week showing how an important cost, the cost of 

information, was reduced internationally through telegraph 

cables during the mid-to-late nineteenth century, thus 

facilitating trade.  We will also see later on that the 

world did not progress in linear fashion toward more and 

more free trade, however.  The period from World War I 

through World War II saw a move away from free trade and 

toward increased government intervention in trade.  After 

World War II, there was a prolonged period of trade 

liberalization.  So we wanted to continue to push the 

Ricardian model to see what insights it gives us into 

trading regimes and conditions.  

 

 

In fact, we pushed the Ricardian model we had solved in 

week 1 in a variety of ways to see what lessons could be 

learned.  The Ricardian model suggests that big gains from 

trade should come from countries that are very different.  

Yet we know that the U.S. and other developed countries 

tend to trade among themselves more than with countries 

which are very different.  Trade among "likes" seems due 

more to factors such as product differentiation.  On the 

other hand, it may be that trade among countries at 

different stages of development is more important than 

other trade.  We noted last week that the adjustment the 

U.S. would have to make if it were cut off from trade with 

dissimilar countries might be more difficult than if trade 

with "likes" were ended.  (The U.S. could substitute 

domestic cars for foreign.  But domestic substitutes for 

oil, coffee, bananas, etc. would be very costly.) 

 

 



Ricardian benefits from trade, in any case, do not come 

from trade among countries that have similar autarky price 

ratios. 

 

 

We were able to work out the effects of a taste shift on 

national welfare.  Not surprisingly, countries are hurt (as 

measured by their terms of trade) if tastes shift against 

the products they export.  Small countries get the most 

benefits from trade when trading with large countries since 

the eventual terms of trade will be similar to the autarky 

terms of trade of the big nation.  If there are significant 

adjustment costs, on the other hand, the small nation will 

feel them.  (Hence, the original NAFTA between the U.S. and 

Canada was a big issue in Canada - the small country - but 

hardly discussed in the U.S.  On the other hand, NAFTA was 

controversial in the U.S. partly because Mexico was 

different and could have a bigger effect through that route 

than Canada.  But the issue regarding Mexico was that trade 

could allow it to grow into a big, different country and 

have long term effects.  The Ricardian model says that the 

U.S. should like trade with big different countries.  But 

that model assumes no transition costs of shifting between 

industries.    

 

 

Economies of scale tend to make the model less determinate.  

Such economies create a possible “first mover” advantage; 

whichever country embarks on output of the decreasing cost 

industry first is likely to develop a comparative advantage 

in it.  This potential effect gives rise to proposals for 

govt. intervention to "pick winners," an example of so-

called “strategic trade policy.”  (Of course, economic 

history has many examples where getting their first did not 

produce a long run advantage.  Apple got there first with 

the personal computer but has been unable to retain its 

initial advantage.  Sony got there first with Betamax as a 

system for home video tape but lost eventually to VHS.  We 

will see how it does with Blue-Ray.  On the other hand, 

Microsoft got there first with its operating system and 

retained its advantage.) 

 

 

We noted that while there is some barter ("countertrade") 

trade in world markets, especially where state-directed 

economies or other distortions are involved, most trade is 

through exchange rates and expressed in absolute prices.  

Yet we showed that comparative advantage in the Ricardian 

barter model would reflect itself in absolute price 

advantages in equilibrium, once we introduced exchange 



rates.  A country's exchange rate depreciates as its 

relative costs rise with inflation.  Absolute unit labor 

costs, converted to a common currency, also reflect 

comparative advantage. 

 

 

In class, we were able to demonstrate an example, entirely 

consistent with the Ricardian model, in which a country 

increased its benefits from trade by imposing a trade 

restriction.  The example we looked at was a wheat export 

quota imposed by the U.S. to improve its terms of trade.  

Of course, the quota hurt the U.K. so the U.S. gains came 

at the expense of the U.K.  In effect, the U.S. used its 

dominant position in the world wheat market to act like a 

monopolist or a cartel would, i.e., to restrict supply and 

boost the price.  There have certainly been examples of 

such behavior in world trade, e.g., OPEC.  The key point is 

that while Ricardo may have proved that free trade was 

better than no trade, he did not prove that free trade was 

better than some kinds of restricted trade.  Note that in 

reality, the debate is never no trade vs. free trade; it is 

always restricted trade vs. free(r) trade. 

 

 

The Ricardian model, since it involves only one factor of 

production, does not allow discussion of income 

redistribution through trade.  It is based exclusively on 

cost differences related to different technologies in the 

two countries - although why technological inefficiencies 

should persist internationally is not clear.  (Technology 

can be exported and imported, just as commodities can, and 

can even be transmitted by exports and imports themselves 

through “reverse engineering.”  As our video clip showed, 

when Ford developed innovative manufacturing technology to 

produce Model-Ts, the technology was copied by other firms 

around the world.  In addition, Ford set up foreign 

subsidiaries in various locations.)  Perhaps in Ricardo's 

day, when trade and technology did not flow so easily as it 

does now, his view was OK.  But we need to go beyond it 

nowadays to allow for the spread of technology.  The 

Ricardian model predicts complete specialization which 

certainly seems unrealistic.  To remedy these deficiencies, 

we need to develop the standard 2-factor (capital and 

labor) model generally used in micro. 

 

We noted that the 2-factor model suggests the ratio of the 

marginal product of labor to marginal product of capital 



should be equal to the wage/rental ratio.  So if trade 

affects the marginal products, it will affect income 

distribution.  We examined the engineering solution to 

defining efficient points of production combining capital 

and labor.  And we found that the engineering solution and 

the market solution are the same.   

 

We explicitly introduced the (relative) concepts of capital 

intensity and labor intensity explicitly.  We have already 

shown that if production of the labor intensive good is 

expanded, the K/L ratios in both industries rise.  That 

means, in turn, that real wages rise and the real rental 

cost of capital declines.  (The opposite occurs if we 

expand capital intensive production.)  If trade affects the 

mix of production between capital and labor intensive 

goods, it must affect the income distribution, thus 

creating winners and losers.  Thus, unlike the Ricardian 

model, trade can be controversial since perceived losers 

will surely protest.   

 

Next week, we will introduce trade into the two-factor 

model.  We will explore whether the concept of comparative 

advantage remains in our post-Ricardo story.  And we will 

explore predictions about the pattern of trade that emerge 

from our analysis.  Then we will move into the area of 

govt. policies that affect trade such as tariffs. 

 

Have a good weekend. 

=============================================== 


